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OVERVIEW 


AUDIT OF 
BOARD OF INVESTMENTS 


February, i977 


The audit of the Board of Investments was a financial- 
compliance audit. The purposes of the audit were to deternine 
whether the investment transactions of the Board were properly 
conducted, whether the financial statements for fiscal year 1975- 
76 were presented fairly and whether the Board complied with 
applicable State laws and regulations pertaining to investment of 
State funds. 

The audit report discusses investment activities of the 
Short-Term Investment Pool (STIP) and 34 separate funds managed 
by the Board. The Board's annual report on investment activities 
for fiscal year 1975-76 presents separate financial statements for 
STIP and the Board of Investments (excluding STIP). The audit 
resulted in a qualified opinion on the STIP financial statements, 
due to the effect of certain prior period adjustments and Yecause 
the Legislative Auditor's report for 1975 contained a disclaimer 
of opinion. The audit of the Board of Investment's Financial 
Statements (excluding STIP) resulted in a qualification due to 
the method of valuing securities and a consistency exception since 
the Board changed its accounting policy from the modified cash 
basis to the accrual basis of accounting. We support this change 
to the accrual basis of accounting. 

The audit report also distinguishes between the responsibili 
for the investing functions performed by the Board of Investments 


and the accounting for these investments as performed by the 
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Until such a system is operational, it is the reponsibility of 
the individual agency owning the mortgage to assume the accounting 


responsibility. 


Fidelity Bond Coverage 

While all state employees are currently bonded for 
$1,000,000, there is no additional coverage for Investment 
Division personnel. It was our recommendation that due to the 
nature of the work of the Investment Division and potential 
exposure to the State of Montana, it appeared appropriate that 
a higher limit of fidelity bond coverage be considered for certain 
of the Investment Division personnel. The Department of Admin- 


istration concurred with our recommendation. 


Short-Term Investment Pool 

The Short-Term Investment Pool has experienced a signi- 
ficant increase in the size of its portfolio and the number of 
participants during the fiscal year 1975-76. We made four 
recommendations regarding STIP which are summarized as follows: 

1. We recommended that when a unit holder becomes a 
participant in STIP, that the Investment Division request all 
unit holders sign an agreement to participate. This agreement 
would advise the unit holders of the requirements under the law 
regarding eligibility of participation. 

2. We recommended that the accounting policy on gains or 
losses on security swaps of STIP investments be disclosed in the 


financial statements or the footnotes thereto. 


3. We recommended that the STIP reconciliations be 
maintained since the STIP clerk has few checks on the records and 
calculations and that these be reviewed periodically by an 
Investment Division accountant. 

4. All STIP computations were performed manually by one 
individual with few checks performed. In was recommended in 
last year's report, and in light of the increased size of STIP, 
we again recommended that the Investment Division require the data 
processing capabilities to perform this work. The Department 
of Administration concurred with all four of our recommendations 
and specifically indicated that the work would commence this 


fiscal year on a data processing system for STIP. 


PRIOR YEAR RECOMMENDATIONS 
The Board of Investments complied with four of the twelve 
basic recommendations made in the fiscal year 1974-75 audit report 
and complied with parts of the remaining eight recommendations. 


These are all discussed in more detail in this report. 


CONCLUS ION 
The Board of Investments and the Department of Adninistration 
concur with all of our recommendations. They have already 
implemented certain of the recommendations and have agreed to take 


constructive action on the remaining recommendations. 
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STATE OF MONTANA 


Office of the Lenislative Auditor 


STATE CAPITOL 
HELENA, MONTANA 59601 


406/449-3122 
DEPUTY LEGISLATIVE AUDITORS: 


JOSEPH J. CALNAN 
ADMINISTRATION AND 
PROGRAM AUDITS 

ELLEN FEAVER 


FINANCIAL-COMPLIANCE AND 
CONTRACTED AUDITS 


ORRIS L. BRUSETT 2 STAFF LEGAL COUNSEL 
LEGISLATIVE AUDITOR January 25, 1977 JOHN W. NORTHEY 


The Legislative Audit Committee 
of the Montana State Legislature: 


Transmitted herewith is the report on the audit of the Board of 
Investments for the year ended June 30, 1976. 

The audit was conducted by Jordahl, Sliter and Bragg, Certified 
Public Accountants, under a contract between the firm and our office. 
The comments and recommendations contained in this report represent the 
views of the firm and not necessarily the Legislative Auditor. 

The agency's written response to the report recommendations is 
included in the back of the audit report. 

Respectfully submitted, 


Wry 7, Grra200t 


Morris L. Brusett, C.P.A. 
Legislative Auditor 
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SUMMARY OF RECOMMENDATIONS 


As a separate section in the front of each audit report we 
include a listing of all recommendations together with a 
notation as to whether the agency concurs or does not concur 
with each recommendation. This listing serves as a means of 
summarizing the recommendations contained in the report and 
the audited agency's reply thereto and also as a ready 
reference to the supporting comments. The full reply of the 
Board of Investments is included in the back of this report. 


Page 


The Board of Investments comply with all 
investment purchase statutory requirements. q/ 


Agency Reply: Concur. See page 92. 


The Department of Administration provide for 
a professionally designed standard reporting 
packet to be used for the preparation of the 
financial statements and annual report and, 
in light of the growth in the size and 
activity of the investment portfolio and the 
continuing emphasis placed on more meaningful 
financial statements and annual report infor- 
mation, consideration be given to the adequacy 
and size of the investment division accounting 
SHEBNE IE c 9 


Department of Administration Reply: Concur. 
See page 92. 


We have submitted to the Investment Division, 
under separate cover, a letter detailing 
many of the minor errors which were encountered 
in our work and recommend that appropriate action 
be taken to correct such errors. 10 


Agency Reply: Concur. See page 92. 


The Department of Administration review more 
closely the determination of yield figures 
so that they are reported correctly in the 
Board of Investments' annual report. 10 


Department of Administration Reply: Concur. 
See page 93. 


The Department of Administration review the 
comments and recommendations we submitted 
to the Investment Division by separate letter 
regarding possible format and/or wording 
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SUMMARY OF RECOMMENDATIONS (Continued) 


changes and that the Department of Admin- 
istration include the auditors' opinion in 

the annual report for the benefit of financial 
statement users. 


Department of Administration Reply: Concur. 
See page 93. 


The Department of Administration Accounting 
Division review Investment Division financial 
information more carefully prior to printing 
such reports. 


Department of Administration Reply: Concur. 
See page 93. 


The Department of Administration require the 
respective agencies to properly account for 
mortgage loans purchased in the interim 
period until the Investment Division is able 
to assume that responsibility. This accounting 
should be performed to Investment Division 
specifications. Also, that a formal effort 
be made by the responsible entity to require 
compliance of the servicing agent. 


Department of Administration Reply: Concur. 
See page 93. 


The Department of Administration review the 
adequacy of fidelity bond coverage for 
Investment Division personnel and consider 
the cost and benefits of additional coverage. 


Department of Administration Reply: Concur. 
See page 93. 


The Department of Administration identify the 
PMS reports that require programming changes 
and testing to make them reliable management 
tools. Should these reports appear to be 
useful management tools, data processing 
personnel should be made available to make 
the necessary changes. 


Department of Administration Reply: Concur. 
See page 93. 


Develop a formal agreement to participate in 
the Short-Term Investment Pool, much as other 


Page 
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SUMMARY OF RECOMMENDATIONS (Continued) 


Page 


States have done, and that they request all 

unit holders sign this agreement to participate. 

This agreement should advise the unit holders 

of the requirements under the law regarding 

eligibility of participations.’ Also} @atter 

the formal agreement has been signed, the 

unit holders should be contacted periodically 

regarding eligibility. 14 


Agency Reply: Concur. See page 94. 


Since the handling of the gain or loss on 
security swaps of STIP investments is dif- 
ferent from the Board of Investments, 
excluding STIP, that this accounting policy 
be disclosed in the footnotes to the fin- 
ancial statements and the policy for premiums 
and discounts should be disclosed. 14 


Agency Reply: Concur. See page 94. 


Since the STIP clerk has few checks on the records 
and calculations these reconcilations should be 
formalized, maintained and reviewed periodically 
by an Investment Division accountant. WS 


Agency Reply: Concur. See page 94. 
As recommended in last year's report, we again 
recommend that the Investment Division require 


the data processing capabilities to perform 
this work. 15 


Agency Reply: Concur. See page 94. 
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OFFICES 
MEMBERS AMERICAN BOZEMAN, MONTANA 59715 


KALISPELL, MONTANA 
INSTITUTE OF MISSOULA, MONTANA 
CERTIFIED PUBLIC ACCOUNTANTS BOZEMAN, MONTANA 


The Legislative Audit Committee 
of the Montana State Legislature: 


We have examined the statement of condition of the 
Board of Irvestments (excluding the Short-Term Investment 
Pool) of the State of Montana, including the portfolio of 
investments, asof June 30, 1976, and the related statements 
of operations and changes in condition for the year then 
ended. Our examination was made in accordance with generally 
accepted auditing standards, and accordingly included such tests 
of the accounting records and such other auditing procedures 
as we considered necessary in the circumstances, including a 
physical count of all securities held in custody by the State 
Treasurer and examination of selected mortgages held by 
servicing institutions. We confirmed all other securities 
owned at June 30, 1976, with custodial institutions. The 
financial statements as of June 30, 1975, and for the year 
then ended, which are presented for comparative purposes, were 
not examined by us, and accordingly we do not express an opinion 
on them. 

As discussed in Note 2 to the financial statements, the 


investment in securities is stated at book value ($463,120,236) 


JORDAHL, SLITER & BRAGG 
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instead of market value ($442,301,993) and unrealized gains 
and losses are not recognized, which is not in accordance 
with generally accepted accounting principles. 

In our opinion, except for the effect of not stating 
investments at market value and not recognizing unrealized 
gains and losses, as discussed in the preceding paragraph, 
the aforementioned financial statements present fairly the 
condition of the Board of Investments (excluding the Short-— 

Term Investment Pool) at June 30, 1976, and the results of 
operations and changes in condition for the year then ended, 
in conformity with generally accepted accounting principles 
applied on a consistent basis, except for the effect of the 
change (with which we concur) from the modified cash basis of 
accounting to the accrual basis of accounting, discussed more 
fully in Note 1 to the financial statements. 

The accompanying related financial information for the 
year ended June 30, 1976, listed in the Table of Contents of this 
report, is not necessary for a fair presentation of the financial 
statements, but is presented as additional analytical data. 

This information has been subjected to the tests and other 
auditing procedures in the examination of the financial state- 
ments mentioned above and, in our opinion, is fairly stated 

in all material respects in relation to the financial statements 


taken as a whole. 


Bozeman, Montana 


November 30, 1976 PETE AL g Bragg 
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MEMBERS AMERICAN BOZEMAN, MONTANA 59715 OFFICES 
INSTITUTE OF KALISPELL, MONTANA 


MISSOULA, MONTANA 
CERTIFIED PUBLIC ACCOUNTANTS BOZEMAN, MONTANA 


The Legislative Audit Committee 
of the Montana State Legislature: 


We have examined the statement of condition of the 
Board of Investments of the State of Montana Short-Term 
Investment Pool, including the portfolio of investments, as 
of June 30, 1976, and the related statements of changes in 
net asset value and income and disbursements for the year 
then ended. Our examination was made in accordance with 
generally accepted auditing standards, and accordingly 
included such tests of the accounting records and such other 
auditing procedures as we considered necessary in the cir- 
cumstances, including a physical count of all securities 
held in custody by the State Treasurer. We confirmed all other 
securities owned at June 30, 1976, with custodial institutions. 
The financial statements for 1975 and 1974, which are presented 
for comparative purposes, were not examined by us and accordingly 
we do not express an opinion on them. The financial state- 
ments for 1975, as previously presented, were examined and 
reported on by the Legislative Auditor and such auditor's 
report contained a disclaimer of opinion due to an audit scope 
limitation and errors in the accounting records discussed in 


Note 8 to the financial statements. Additionally, the Board 
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of Investments' accounting personnel made certain prior period 
adjustments in the current year, which are discussed more 
fullyoain Note 8 to the financial “statements, resultane in the 
restatement of the financial statements for 1975 and 1974. 

In our opinion, except for the effect of,the prior 
period adjustments discussed above, the aforementioned 
financial statements present fairly the condition of the 
Board of Investments of the State of Montana Short-Term 
Investment Pool as of June 30, 1976, and the changes in 
net asset value and income and disbursements for the year 
then ended, in conformity with generally accepted accounting 
principles applied on a consistent basis. 

The accompanying related financial information for 
the year ended June 30, 1976, listed in the Table of Contents 
of this report, is not necessary for a fair presentation of 
the financial statements, but is presented as additional 
analytical data. This information has been subjected to the 
tests and other auditing procedures in the examination of the 
financial statements mentioned above and, in our opinion, 
is fairly stated in all material respects in relation to the 
financial statements taken as a whole. 


Bozeman, Montana 
November 30, 1976 
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GENERAL 

The Board of Investments was created by Section 82A-204 of the 
Executive Reorganization Act of 1971. The Governor appointed board members 
who held their first meeting on August 26, 1971, and at that time the 
Board of Investments began operating and assuming investment functions. 

The Investment Division of the Department of Administration performs 
the day-to-day investment activities and record-keeping functions necessary 
to implement the actions taken by the Board of Investments. The Board 
reviews and approves the investment transactions executed by the division 
and establishes broad policies to guide Investment Division personnel. 

Section 79-310, R.C.M. 1947, sets some specific limitations on 
certain investment funds and types of securities; additionally, the law 
requires the Board to operate by the Prudent Man Rule which requires it to 
exercise "that degree of judgment and care, under circumstances from time 
to time prevailing, which men of prudence, discretion, and intelligence 
exercise in the management of their own affairs, not for speculation, but 
for investment, considering the probable income to be derived." 

Section 82A-204, R.C.M. 1947, states, in part, that "The Board is 
allocated to the department (of administration) for administrative purposes 
only as prescribed in Section 82A-108." Section 82A-108 states that an 
agency assigned to a department shall submit its budget requests and submit 
reports as required by law or the Governor through its associated department. 


Additionally, the administering department shall direct and supervise 


the budgeting, record-keeping and reporting of the agency; collect all 
revenues for the agency and deposit them in the proper fund or account; 
provide the staff for the agency and print and disseminate for the agency 
any required notices, rules, or orders. We discuss this matter in greater 
detail under Reporting Authority. 

Total investments under the Board of Investments' control, stated at 
book value, increased 1/7 percent from the previous fiscal year-end to 
$626.9 million. 

Activity in the Short-Term Investment Pool (STIP) increased again 
in the 1975-76 fiscal year. The pool, created by legislative action in 
1973, expanded from 58 to 92 members, including university units, local 
governments and state accounts. Pooled investments, at book value, increased 
from the previous fiscal year-end to approximately $163,800,000 --a 23 
percent increase in one year. 

The Board has conducted its month’y meetings at sites around the state 
and has invited local bankers to attend the meetings to familiarize them 
with the Board's mortgage purchasing and other investment policies. The 
Board has made a significant effort to purchase Montana mortgages, resulting 
in purchases of approximately $6,100,000 of mortgages in the current year. 


COMPLIANCE WITH SECURITY PURCHASE REQUIREMENTS 


During our test of purchases of securities, we noted that in one 
case the requirement under the provisions of Section 70-310, Revised Codes 
of Montana, 1947, regarding a minimum current ratio for purchases of 
commercial paper, had not been met. The requirement under Section 70-310, 
is a current ratio of 1.5 and in the purchase we tested, it was 1.45. We 
realize that in some situations the minimum current ratio standard may not 
be a meaningful criteria for investment purposes; however, compliance must 


be maintained with statutory requirements. 
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RECOMMENDATION 
WE RECOMMEND THE BOARD OF INVESTMENTS COMPLY WITH ALL 


INVESTMENT PURCHASE STATUTORY REQUIREMENTS. 


REPORTING AUTHORITY AND RECORD KEEPING RESPONSIBLITY 


As noted on page 5, the Board of Investments has the sole authority 
to establish policies for the investment of state funds in accordance 
with statutory law and the Constitution and the Board is attached to the 
Department of Administration for administrative purposes only. The 
Investment Division of the Department of Administration, as established 
in the Montana Administrative Code, Section 2-2.1-0100, is designated by 
the Department of Administration to provide administrative services for 
the Board of Investments. An Executive Reorganization Directive (ERD-1), 
issued by the Governor on June 25, 1971, sets forth policy statements 
concerning transfer or allocation of an agency to a department for 
"administrative purposes only." 

The purpose of the directive was to clarify departmental control 
over administrative functions of the attached agencies, including the 
hiring of staff to carry out the policies established by the agency. 
Section 82A-204, R.C.M. 1947, creating the Board of Investments, provides 
in part: "Personnel for the Board shall be appointed by the department 
subject to the approval of the Board." Although the Board of Investments 
has a veto power over the appointment of personnel, the Department of 
Administration has the appointing authority, and the Board does not have 
the authority to hire its own staff. Therefore, the administrative functions 
of the Board of Investments are a duty of the Department of Administration. 
The Board has the sole authority for the investment of state funds. The 
Department of Administration has the reponsibility for the accountability 


Over these investments. The staff of the Investment Division is hired 
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by the Department of Administration and is responsible to that department 
for all functions not relating to the Board's investment policies. 
Executive Reorganization Directive (ERD-1) also states that the 
department shall "supervise and direct the budgeting, record keeping, 
reporting and related administrative and clerical functions of the 


agency." The department shall also supervise the form in which reports 
required by law or the Governor are submitted. The directive defines 
"clerical and administrative" functions of an agency as those functions 
necessary in the execution and implementation of policies established by 
the agency. These are the normal, day-to-day functions an agency must 
perform in the course of its operation. 

The Department of Administration has the responsibility to perform 
the record keeping and reporting functions as set forth in ERD-1. This 
responsibility includes determining the record-keeping procedures used by 
the Investment Division, the basis of accounting used by the division and 
the format of the Board of Investments' annual report which is used to 
provide interested parties a basis for evaluating the results of the Board's 
investment program. 

Because the Department of Administration has this reponsibility, we 
direct to it our recommendations pertaining to the record keeping and 
reporting functions resulting from the Board of Investments' activities. 


DOCUMENTATION OF ANNUAL REPORT INFORMATION 


The Investment Division has taken positive steps to improve the 
method of reporting, content and quality of the Board of Investments' 
financial statements and annual report. The most significant of these 


is the inclusion of the financial statements for the Board of Investments, 


excluding STIP, inthe annual report, and the change from the modified cash 
basis of accounting to the accrual basis. This makes the annual report 
more meaningful and, additionally, places the financial statements on 

a more acceptable reporting basis. 

We noted a number of immaterial errorsin the workpapers from which 
the financial statements were prepared. They did not affect the overall 
fairness of the financial statement presentation but they do indicate a 
lack of adequate review. Also, we believe the current working paper format 
is not structured for ease of review. 

The Investment Division has undergone a transition in the methodology 
of accumulating the data presented in the financial statements and annual 
report and, in connection with these changes, has not developed a 
Standard Reporting Packet of workpapers and seconciliations with which to 
prepare the financial statements and annual report. The adoption of a 
professionally designed Standard Reporting Packet would allow for the 
structured flow of information from the various accounting records into 
the information presented in the financial statements and annual report. 
Additionally, this would provide a system of documentation that could be 
more easily understood in the event of a change in personnel. 

RECOMMENDATION 
WE RECOMMEND THE DEPARTMENT OF ADMINISTRATION PROVIDE FOR A 
PROFESSIONALLY DESIGNED STANDARD REPORTING PACKET TO BE USED FOR THE 
PREPARATION OF THE FINANCIAL STATEMENTS AND ANNUAL REPORT AND, IN 
LIGHT OF THE GROWTH IN THE SIZE AND ACTIVITY OF THE INVESTMENT 
PORTFOLIO AND THE CONTINUING EMPHASIS PLACED ON MORE MEANINGFUL 
FINANCIAL STATEMENTS AND ANNUAL REPORT INFORMATION, CONSIDERATION 
BE GIVEN TO THE ADEQUACY AND SIZE OF THE INVESTMENT DIVISION 
ACCOUNTING STAFF. 


MISCELLANEOUS ERRORS 


During the course of our work we noted situations where there was 
an inconsistency in interest rates or maturity dates of securities recorded 
in the Portfolio Management System Records and some cases where the Purchase 
Advise numbers were inconsistent. 


RECOMMENDATION 


WE HAVE SUBMITTED TO THE INVESTMENT DIVISION, UNDER SEPARATE 
COVER, A LETTER DETAILING MANY OF THE MINOR ERRORS WHICH WERE 
ENCOUNTERED IN OUR WORK AND RECOMMEND THAT APPROPRIATE ACTION 
BE TAKEN TO CORRECT SUCH ERRORS. 


CALCULATION OF YIELD AND MARKET VALUES 

We noted during our review of the annual report information that 
many of the prior year's errors in reporting yields had been corrected; 
however, some yields continued to be incorrect in the current year's annual 
report. 

RECOMMENDATION 

WE RECOMMEND THAT THE DEPARTMENT OF ADMINISTRATION REVIEW MORE 

CLOSELY THE DETERMINATION OF YIELD FIGURES SO THAT THEY ARE 

REPORTED CORRECTLY IN THE BOARD OF INVESTMENTS' ANNUAL REPORT. 


FINANCIAL STATEMENTS 

During our review of the Board of Investments' annual report, we 
discussed a number of recommendations and wording changes to the 
statements; however, the statements were prepared and finalized before 
the audit was complete. Although our recommendations were not of such 
a nature that they would materially affect the financial statements, they 
are suggestions that the Investment Division may want to consider in the 


future in its continuing effort to make the annual report more meaningful. 
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The Board of Investments should consider the inclusion of the auditors’ 
opinion as an integral part of the Board of Investments' annual report. 
Since the Board of Investments is required to have an annual audit, it 
seems appropriate that the auditors’ opinion be a part of its annual 
report. 


RECOMMENDATION 


WE RECOMMEND THAT THE DEPARTMENT OF ADMINISTRATION REVIEW THE COMMENTS 
AND RECOMMENDATIONS WE SUBMITTED TO THE INVESTMENT DIVISION BY 
SEPARATE LETTER REGARDING POSSIBLE FORMAT AND/OR WORDING CHANGES AND 
THAT THE DEPARTMENT OF ADMINISTRATION INCLUDE THE AUDITORS' OPINION 


IN THE ANNUAL REPORT FOR THE BENEFIT OF FINANCIAL STATEMENT USERS. 


INVESTMENT DIVISION INFORMATION REPORTED IN THE STATE'S FINANCIAL REPORT 


We noted that the State of Montana's Financial Report 1975-76, 


prepared by the Department of Administration Accounting Division, contained 
a typographical error on Page 122 in reporting the operating receipts by 
income/revenue classification of the Short-Term Investment Pool. 


RECOMMENDATION 


WE RECOMMEND THAT THE DEPARTMENT OF ADMINISTRATION ACCOUNT ING 
DIVISION REVIEW INVESTMENT DIVISION FINANCIAL INFORMATION MORE 


CAREFULLY PRIOR TO PRINTING SUCH REPORTS. 


SERVICING AND ACCOUNTING FOR MONTANA MORTGAGE LOANS PURCHASED 

We performed certain compliance tests on selected Montana mortgage 
loans purchased that are serviced by various financial institutions. In 
the prior year, the Legislative Auditor noted exceptions to the servicing 
agreement by servicing agents and we noted the continued existence of similar 
exceptions during our review. 


Three specific exceptions to the servicing agreements were: 


afi 


1. A loan was behind a year in property taxes. 
2. A loan had been paid off in February, 1976, but a balance 
was reported to us by the servicing agent as of June 30, 1976. 

3. A servicing fee was taken twice for one payment. 

Additionally, we noted that certain servicing agents were report- 
ing a high delinquency rate. These exceptions indicate a lack of control 
over the servicing agents by the responsible State entity, and that 
certain servicing agents were not performing on the servicing agreement. 

We also noted that mortgage loans purchased are not individually 
accounted for by the Investment Division and are not accounted for individually 
by the agencies for whom these loans were purchased. Because of this, 
the state is relying on the servicing agent to make proper and timely 
principal and interest payments. While the formal responsibility to control 
the accounting over mortgage loans purchased will pass from the respective 
agency involved to the Investment Division when the mortgage loan software 
package has been completed and implemented, it is estimated by Investment 
Division personnel that this transition may not take place for another year. 
In the meantime, the mortgage loans purchased are not properly accounted for 
by the State. 

RECOMMENDATION 

WE RECOMMEND THAT THE DEPARTMENT OF ADMINISTRATION REQUIRE THE 

RESPECTIVE AGENCIES TO PROPERLY ACCOUNT FOR MORTGAGE LOANS PURCHASED 

IN THE INTERIM PERIOD UNTIL THE INVESTMENT DIVISION IS ABLE TO ASSUME 

THAT RESPONSIBILITY. THIS ACCOUNTING SHOULD BE PERFORMED TO INVESTMENT 

DIVISION SPECIFICATIONS. ALSO, WE RECOMMEND THAT A FORMAL EFFORT BE 

MADE BY THE RESPONSBILE ENTITY TO REQUIRE COMPLIANCE OF THE SERVICING 

AGENT. 
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FIDELITY BOND COVERAGE 


All state employees are currently bonded for $1,000,000 and there 
is no additional coverage for Investment Division personnel. Due to the 
nature of the work of the Investment Division and the potential exposure 
to the State of Montana, it appears appropriate that a higher limit of 
Fidelity Bond Coverage be carried for certain of the Investment Division 
personnel. 


RECOMMENDATION 


WE RECOMMEND THAT THE DEPARTMENT OF ADMINISTRATION REVIEW THE 
ADEQUACY OF FIDELITY BOND COVERAGE FOR INVESTMENT DIVISION PERSONNEL 


AND CONSIDER THE COST AND BENEFITS OF ADDITIONAL COVERAGE. 


PORTFOLIO MANAGEMENT SYSTEM - PMS 

The Investment Division uses PMS, a computer software package, as 
its basic accounting system. This system generates accounting and management 
reports; however, we understand that the programs for some of these reports 
require programming changes and testing by data processing personnel in 
order to make these reports reliable management tools. 


RECOMMENDATION 


WE RECOMMEND THAT THE DEPARTMENT OF ADMINISTRATION IDENTIFY THE PMS 
REPORTS THAT REQUIRE PROGRAMMING CHANGES AND TESTING TO MAKE THEM 
RELIABLE MANAGEMENT TOOLS. SHOULD THESE REPORTS APPEAR TO BE USEFUL 
MANAGEMENT TOOLS, DATA PROCESSING PERSONNEL SHOULD BE MADE AVAILABLE 
TO MAKE THE NECESSARY CHANGES. 


SHORT-TERM INVESTMENT POOL 


The Short-Term Investment Pool (STIP), created by the 42nd Legislative 


Assembly, experienced a significant increase in the size of the portfolio 
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and the number of participants in fiscal year 1975-76. As of June 
30, 1976, the pool had investments, at book value, of approximately 
$163,800,000 and 92 participants. 


Unit Holders in STIP 


When a unit holder initially becomes a participant in the Short- 
Term Investment Pool, the unit holder is advised of the requirements for 
an entity to be a participant in the pool under the Revised Codes of 
Montana, 1947. Subsequent to this, the unit holder is never contacted 
or again notified regarding the eligibility of the unit holder in STIP. 

RECOMMENDATION 

WE RECOMMEND THE BOARD OF INVESTMENTS DEVELOP A FORMAL AGREEMENT 

TO PARTICIPATE IN THE SHORT-TERM INVESTMENT POOL, MUCH AS OTHER 

STATES HAVE DONE, AND THAT THEY REQUEST ALL UNIT HOLDERS SIGN 

THIS AGREEMENT TO PARTICIPATE. THIS AGREEMENT SHOULD ADVISE THE 

UNIT HOLDERS OF THE REQUIREMENTS UNDER THE LAW REGARDING ELIGIBILITY 

OF PARTICIPATION. ALSO, AFTER THE FORMAL AGREEMENT HAS BEEN 

SIGNED, THE UNIT HOLDERS SHOULD BE CONTACTED PERIODICALLY REGARDING 

ELITR TED. 

STIP Accounting Policies 

Gain or loss on STIP security swaps is being recognized at the time 
the swap is made and during fiscal year 1975-76, the recognized loss on the 
Sale of investments totalled $111,665 under this method. The accounting 
policy for premiums and discounts is not disclosed in the annual report. 

RECOMMENDATION 

WE RECOMMEND THAT SINCE THE HANDLING OF THE GAIN OR LOSS ON 

SECURITY SWAPS OF STIP INVESTMENTS IS DIFFERENT FROM THE BOARD 

OF INVESTMENTS, EXCLUDING STIP, THAT THIS ACCOUNTING POLICY BE 

DISCLOSED IN THE FOOTNOTES TO THE FINANCIAL STATEMENTS AND THE 


POLICY FOR PREMIUMS AND DISCOUNTS SHOULD BE DISCLOSED. 
SA 


STIP Reconciliations 
The STIP clerk reconciles PMS, SBAS, and STIP records monthly, but 
these reconciliations are not being retained. 


RECOMMENDAT ION 


SINCE THE STIP CLERK HAS FEW CHECKS ON THE RECORDS AND CALCULATIONS 
THESE RECONCILATIONS SHOULD BE FORMALIZED, MAINTAINED AND REVIEWED 
PERIODICALLY BY AN INVESTMENT DIVISION ACCOUNTANT. 


Short-Term Investment Pool Records 


As mentioned in the Legislative Auditor's report last year and also 
referred to again in this year's report under Prior Year Recommendations, 
the Short-Term Investment Pool has increased significantly in size and 
will soon require mechanized daily updates in accounting records and unit 
computations. At this time all of the STIP computations are done manually 
by one individual with few checks performed. 


RECOMMENDAT ION 


AS RECOMMENDED IN LAST YEAR'S REPORT, WE AGAIN RECOMMEND THAT THE 
INVESTMENT DIVISION REQUIRE THE DATA PROCESSING CAPABILITIES TO 
PERFORM THIS WORK. 

PRIOR YEAR RECOMMENDATIONS 


The Board of Investment has complied with four of the twelve basic 
recommendations made in the fiscal year 1974-75 audit report and complied 
with parts of the remaining eight recommendations. Where all parts of the 
prior year recommendation were not complied with, we discuss below actions 
taken to date on that recommendation. 


RECOMMENDATION 


1. REVIEW THE NEED FOR EACH DESPOSITORY BANK. 
The Investment Division has indicated the importance of 
having depository accounts with many banks in the State of 
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Montana primarily because of the need to compensate banks for 
processing state warrants. The Investment Division believes 
it would be difficult to try to eliminate depository banks 
without some other method of payment for services provided 

to the State. If the depository bank method is to be used 

to compensate banks, then the account balances should be 
maintained at a specified maximum level. 

ESTABLISH POLICIES FOR MAXIMUM COMPENSATING BALANCES BASED 

ON IDENTIFIABLE COSTS. 

Through a study and review process, the Board of Investments 
determined that the maximum balance to be maintained in depository 
banks outside of Helena should be $700,000. The Board of 
Investments contacted the State Treasurer's office asking that 
this policy be implemented. The State Treasurer's office responded 
that they would cooperate in accomplishing this objective; 
however, no plan of action has been established. 

ESTABLISH A METHOD OF AUTOMATICALLY TRANSFERRING MONEY IN 
DEPOSITORY BANK ACCOUNTS BY DIRECT BANK CREDITS. 

The request from the Board of Investments to the Treasurer's 
office requested that the Treasurer's office draw down the 
checking account balances in State banks on some type of a 
Systematic basis. The Board believed that if it were possible 
to draw down (by 100 percent) the balances in these banks in the 
larger towns once a week, and balances in other banks as necessary, 
this would keep the total state money on deposit in bank checking 
accounts to a reasonable amount under the circumstances. The 
response from the State Treasurer's office indicated that the 
policy of automatically transferring money from the depository 


bank checking accounts to the Helena clearing bank by direct 
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wire transfers was no longer a method to which they objected; 
however, there does not appear to be any indication that this 
procedure has been implemented. 

During our review, we noted that state money deposited in 
Helena bank checking accounts other than the single clearing 
bank (and therefore, unavailable for investment) did not decrease. 
We compared the average daily balances for the three Helena 
banks commented upon in the 1974-75 auditors' report with the 
average daily balances during two subsequent test months. 

Our test months were November, 1975 and November 1976. The 
same month was chosen to minimize seasonal fluctuation and November 
was chosen, since November, 1976, was the last full month for which 
we could obtain data that was after the presentation of the 
1974-75 auditors' report in July, 1976. 

The chart below compares average daily checking account 
balances for three Helena banks with the amounts shown in 


the 1974-75 auditors' report and two subsequent test months. 
STATE MONEY IN CERTAIN HELENA BANK ACCOUNTS 


TEST PERIOD PER 


1974-75 REPORT NOVEMBER, 1975 NOVEMBER, 1976 
Bank A $ 178,679 $ 241,559 $ % 
Bank B $ 578,712 $ 675,531 $ 548,401 
Bank C $ 44,528 $ 44,310 $ (113 3650 


* This bank became the State clearing bank as of July 1, 1976; 
consequently, the average daily checking account balance for 
November, 1976, is not meaningful in this comparison. 

Our review indicates that the average daily balances in the 


checking accounts in the above Helena banks did not decrease. This 


money was not available for investment purposes. 
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We recommend that the Board of Investments again consider the 
need for each depository bank and consider a more objective means 
of compensating banks for performing services to the State; that 
the Board of Investments take steps to see that the Treasurer's 
office establish a reasonable plan of action to maintain the 
$700,000 maximum cash balances in depository bank checking 
accounts outside Helena; and that the Board of Investments take 
steps to see that the Treasurer's office develop and implement, 
in a timely manner, a method of automatically transferring money 
in depository bank checking accounts to the clearing bank by direct 


bank transfers. 


RECOMMENDATION 


i 


REQUIRE THE USE OF AT LEAST TWO DEALER QUOTES THAT REPRESENT 
FAIRLY THE MARKET VALUE OF THE STIP PORTFOLIO ON A DAY-TO-DAY 
BASIS. 

In the valuation of the STIP portfolio, the Investment Division 
is uSingat least two dealer quotes wherever this is possible. 
The policy that is currently being followed is disclosed in 
the Notes to STIP Financial Statements. 
ESTABLISH A PROPERLY SUPERVISED DOUBLE ENTRY ACCOUNTING SYSTEM 
FOR STIP. 

Although the accounting system for STIP is not maintained 
on the conventional double entry basis, they are performing 
additional procedures such as reconciling the information with 
SBAS and PMS, which are double entry accounting systems, to give 
assurance that the information in thissystemis in fact reliable. 
The Investment Division is attempting to develop a computer software 


package to account for STIP transactions and at the time this is 
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accomplished the double entry accounting system for STIP 
could be implemented. 

3. PREPARE FINANCIAL STATEMENTS WHICH WILL FAIRLY PRESENT THE 
ACTIVITY AND CONDITION OF STIP. 

The Investment Division made changes in the financial statement 
format and corrections to the STIP financial statements presented 
for prior years as more fully explained in the Notes to STIP 
Financial Statements. The purpose of this effort was the 
preparation of financial statements which would fairly present 
the activity and financial condition of STIP. 

RECOMMENDATION 

1. IMPLEMENT A SERVICING AGREEMENT BETWEEN THE BOARD AND ALL 
SERVICING INSTITUTIONS ON BEHALF OF PUBLIC EMPLOYEES' RETIREMENT 
SYSTEM, TEACHERS' RETIREMENT SYSTEM, AND WORKERS' COMPENSATION. 

2. PROVIDE FOR THE SERVICING OF SBA LOANS IN A PARTICIPATION 
AGREEMENT. 

3. PROVIDE FOR INDEPENDENT APPRAISALS FOR CONVENTIONAL LOANS 
IN A REVISED SERVICING AGREEMENT. 

4. REQUIRE MORTGAGE SERVICERS TO REMIT PAYMENTS TO THE STATE IN 
A MORE TIMELY MANNER. 

A new servicing agreement has been devised and mailed to 
certain servicing institutions by the Investment Division for their 
review and comment. The servicing institutions were to have 
their comments back to the Board of Investments by November 
15, 1976; however, as of that date not all responses had been 
received and the new target date for receiving all responses 
from the servicing institutions is January, 1977. The Board 
plans to resolve any differences and implement a new servicing 


agreement between the Board and all servicing institutions to 


comply with the recommendations summarized above. 
2j9- 


RECOMMENDATION 
1. WORK WITH THE INVESTMENT DIVISION TO OPERATE PMS ON A 
MORE TIMELY PRODUCTION SCHEDULE. 

Currently, the Investment Division is operating PMS on a 
timely production schedule with a current effort to produce month- 
end reports within ten days after the close of business. 

2. DEVELOP SOFTWARE TO ACCOUNT FOR STIP TRANSACTIONS. 

The Board is extremely interested in developing a 
software program to account for the STIP transactions since 
the annual growth in the STIP Program is quite significant 
and the number of computations and amount of detail involved 
in maintaining this program is growing more substantial every 
year. The programming efforts have stopped; however, the 
Board of Investments is considering obtaining an outside 
consultant to assist in the design and implementation of the 
necessary software package. 

RECOMMENDATION 
WE RECOMMEND THAT THE DEPARTMENT OF ADMINISTRATION REQUIRE THE 
CORRECTION OF YIELD ERRORS IN PMS AND ADEQUATELY REVIEW ALL 
INFORMATION PRIOR TO PRESENTATION IN THE BOARD OF INVESTMENTS 
ANNUAL REPORT. 

The Investment Division has made a concerted effort to 
correct yield errors and other information prior to the presentation 
of the Board of Investments' annual report. We noted during our 
work, however, that some errors continued to exist in the annual 
report which is discussed more fully under Calculation of Yield 


and Market Values. 
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RECOMMENDATION 


WE RECOMMEND THAT THE DEPARTMENT OF ADMINISTRATION INCLUDE IN THE 


BOARD OF INVESTMENTS' ANNUAL REPORT, FINANCIAL STATEMENTS SUMMARIZING 


THE INVESTMENT PROGRAM'S YEAR-END FINANCIAL POSITION, THE RESULTS 


OF THE YEAR'S INVESTMENT TRANSACTIONS AND ACTIVITIES, AND THE 


CHANGES IN INVESTED BALANCES FOR EACH INVESTING FUND. 


The financial information included in the Board of Investments' 


Annual Report for the fiscal year-ended 1975-76 included financial 


statements summarizing the investment program's year-end financial position, 


the results of the year's investment transaction activities and the changes 


in invested balances for the Board of Investments and for STIP. The Investment 


Division does not believe that the benefit to be derived from showing "each 


investing fund" would be sufficient to justify the additional cost required 


to present such information. 


RECOMMENDATION 
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CONSIDER AMORTIZED PORTIONS OF PREMIUMS AND DISCOUNTS IN 
CALCULATING QUARTERLY DISTRIBUTABLE INCOME. 

The Department of State Lands advised us that this policy 
is now being followed and was done for the first time with the 
quarterly distribution at the end of September, 1976. 

REPLACE OVERDISTRIBUTED PERMANENT FUNDS BY THE AMORTIZATION 
METHOD PROPOSED BY THE BOARD OF INVESTMENTS. 

The Department of State Lands is currently in the process 
of redetermining the amount of overdistributed permanent 
funds to be replaced. 

ESTABLISH PROPER ACCOUNTING FOR LOSSES INCURRED ON SECURITY 
EXCHANGES. 


-?1- 


The information relating to the proper accounting for losses 
incurred on property exchanges is now being communicated to the 
Department of State Lands by the Investment Division. 

4. REQUEST ASSISTANCE FROM THE DEPARTMENT OF ADMINISTRATION IN 
DESIGNING AN ADEQUATE ACCOUNTING SYSTEM FOR DETERMINING PROPER 
DISTRIBUTABLE INCOME. 

The Department of State Lands has hired an accountant, as 
discussed below, and this accountant will be involved in 
determining the accounting system requirements. 

5. REQUEST TIMELY JOURNAL ENTRIES AND NECESSARY ACCOUNTING DATA 
FROM THE INVESTMENT DIVISION TO ALLOW PROPER QUARTERLY 
DISTRIBUTION. 

The Department of State Lands has this information available. 

6. SEEK ASSISTANCE FROM A PROFESSIONAL ACCOUNTANT IN ACCUMULATING 
DATA WHICH PROVIDES THE BASIS FOR QUARTERLY DISTRIBUTIONS. 

The Department of State Lands recently hired an accountant 
who is currently working on accumulating the necessary data to 
provide the basis for quarterly distributions. 

7. PREPARE QUARTERLY DISTRIBUTIONS CURRENTLY PREPARED BY THE 
STATE TREASURER'S OFFICE. 

This was done by the Department of State Lands for the 
first time as of the end of September, 1976. 

RECOMMENDATION 

WE RECOMMEND THAT THE DEPARTMENT OF ADMINISTRATION ESTABLISH 

ACCOUNTING CONTROL OVER MORTGAGE INVESTMENTS AND MORTGAGE INCOME 

AND ASSUME ALL MORTGAGE COLLECTION FUNCTIONS NOW PERFORMED BY THE 

INVESTING AGENCIES. 


The Department of Administration has been working closely 


with the Housing Authority in developing a mortgage accounting 
=e 


system and recently entered into a systems engagement for the 
express purpose of establishing better accounting control over 
mortgage investments. 

Upon completion of the systems engagement and complete 
implementation of the system, the Department of Administration wil] 
assume all mortgage collection functions. 


Final Comments 


We have reviewed the comments and recommendations contained in 
this report with the members of the Board of Investments, the Director 
and Investment Officer of the Department of Administration. The full 
texts of their responses to this report begin on page 92- 

We wish to express our appreciation to these officials and their 
respective staffs for their cooperation and assistance during this 


audit. 
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STATE OF MONTANA 


DEPARTMENT OF ADMINISTRATION 
BOARD OF INVESTMENTS 


ROOM 236, MITCHELL BUILDING 
HELENA, MONTANA 59601 


January 4, 1977 (406) 449-2656 
RECEIVED 

Mr. Morris Brusett tna 

Legislative Auditor JAN ) I 

Room 135, State Capitol ae 

Helena, Montana 59601 MONTANA LEGISLATIVE AUDITO% 


Dear Mr. Brusett: 


The following is the Board of Investments' and the Department of 
Administration's reply to your audit report of the fiscal year ending 
June 30, 1976. 


RECOMMENDATION, Page 7 


WE RECOMMEND THE BOARD OF INVESTMENTS COMPLY WITH ALL INVESTMENT 
PURCHASE STATUTORY REQUIREMENTS. 


We concur. 
RECOMMENDATION, Page 9 


WE RECOMMEND THE DEPARTMENT OF ADMINISTRATION PROVIDE FOR A PROFESSION- 
ALLY DESIGNED STANDARD REPORTING PACKET TO BE USED FOR THE PREPARATION 

OF THE FINANCIAL STATEMENTS AND ANNUAL REPORT AND, IN LIGHT OF THE 

GROWTH IN THE SIZE AND ACTIVITY OF THE INVESTMENT PORTFOLIO AND THE CON- 
TINUING EMPHASIS PLACED ON MORE MEANINGFUL FINANCIAL STATEMENTS AND ANNUAL 
REPORT INFORMATION, CONSIDERATION BE GIVEN TO THE ADEQUACY AND SIZE OF THE 
INVESTMENT DIVISION ACCOUNTING STAFF. 


We concur. The investment staff is continually striving to improve its 
operation and reporting methods. 


RECOMMENDATION, Page 10 
WE HAVE SUBMITTED TO THE INVESTMENT DIVISION, UNDER SEPARATE COVER, A 
LETTER DETAILING MANY OF THE MINOR ERRORS WHICH WERE ENCOUNTERED IN OUR 
WORK AND RECOMMEND THAT APPROPRIATE ACTION BE TAKEN TO CORRECT SUCH ERRORS. 


We concur. 


WE RECOMMEND THAT THE DEPARTMENT OF ADMINISTRATION REVIEW MORE CLOSELY 
THE DETERMINATION OF YIELD FIGURES SO THAT THEY ARE REPORTED CORRECTLY 
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Morris Brusett 
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Page 2 


IN THE BOARD OF INVESTMENTS' ANNUAL REPORT. 
We concur. 
RECOMMENDATION, Page 11 


WE RECOMMEND THAT THE DEPARTMENT OF ADMINISTRATION REVIEW THE COMMENTS 
AND RECOMMENDATIONS WE SUBMITTED TO THE INVESTMENT DIVISION BY SEPARATE 
LETTER REGARDING POSSIBLE FORMAT AND/OR WORDING CHANGES AND THAT THE 
DEPARTMENT OF ADMINISTRATION INCLUDE THE AUDITORS' OPINION IN THE ANNUAL 
REPORT FOR THE BENEFIT OF FINANCIAL STATEMENT USERS. 


We concur. However, the inclusion of the auditors' opinion in the 
annual report would require a timely audit following the close of the 
fiscal year. 


WE RECOMMEND THAT THE DEPARTMENT OF ADMINISTRATION ACCOUNTING DIVISION 
REVIEW INVESTMENT DIVISION FINANCIAL INFORMATION MORE CAREFULLY PRIOR 
TO PRINTING SUCH REPORTS. 


We concur. 
RECOMMENDATION, Page 12 


WE RECOMMEND THAT THE DEPARTMENT OF ADMINISTRATION REQUIRE THE RESPECTIVE 
AGENCIES TO PROPERLY ACCOUNT FOR MORTGAGE LOANS PURCHASED IN THE INTERIM 
PERIOD UNTIL THE INVESTMENT DIVISION IS ABLE TO ASSUME THAT RESPONSIBILITY. 
THIS ACCOUNTING SHOULD BE PERFORMED TO INVESTMENT DIVISION SPECIFICATIONS. 
ALSO, WE RECOMMEND THAT A FORMAL EFFORT BE MADE BY THE RESPONSIBLE ENTITY 
TO REQUIRE COMPLIANCE OF THE SERVICING AGENT. 


We concur. The current schedule calls for a data mortgage accounting 
system to be implemented in June, 1977. Until the system is operational, 
it is the responsibility of the individual agency owning the mortgage to 
assume the accounting responsibility. 


RECOMMENDATION, Page 13 


WE RECOMMEND THAT THE DEPARTMENT OF ADMINISTRATION REVIEW THE ADEQUACY 
OF FIDELITY BOND COVERAGE FOR INVESTMENT DIVISION PERSONNEL AND CONSIDER 
THE COST AND BENEFITS OF ADDITIONAL COVERAGE. 


We concur. 


WE RECOMMEND THAT THE DEPARTMENT OF ADMINISTRATION IDENTIFY THE PMS 
REPORTS THAT REQUIRE PROGRAMMING CHANGES AND TESTING TO MAKE THEM 
RELIABLE MANAGEMENT TOOLS. SHOULD THESE REPORTS APPEAR TO BE USEFUL 
MANAGEMENT TOOLS, DATA PROCESSING PERSONNEL SHOULD BE MADE AVAILABLE 
TO MAKE THE NECESSARY CHANGES. 


We concur. Scheduling of the recommended changes must be considered 
along with other major projects that are in progress. 


a Ye 


Morris Brusett 
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RECOMMENDATION, Page 14 


WE RECOMMEND THE BOARD OF INVESTMENTS DEVELOP A FORMAL AGREEMENT TO 
PARTICIPATE IN THE SHORT-TERM INVESTMENT POOL, MUCH AS OTHER STATES 

HAVE DONE, AND THAT THEY REQUEST ALL UNIT HOLDERS SIGN THIS AGREEMENT 

TO PARTICIPATE. THIS AGREEMENT SHOULD ADVISE THE UNIT HOLDERS OF THE 
REQUIREMENTS UNDER THE LAW REGARDING ELIGIBILITY OF PARTICIPATION. 

ALSO, AFTER THE FORMAL AGREEMENT HAS BEEN SIGNED, THE UNIT HOLDERS SHOULD 
BE CONTACTED PERIODICALLY REGARDING ELIGIBILITY. 


We concur. An agreeable forum has been devised and will be implemented. 


WE RECOMMEND THAT SINCE THE HANDLING OF THE GAIN OR LOSS ON SECURITY 
SWAPS OF STIP INVESTMENTS IS DIFFERENT FROM THE BOARD OF INVESTMENTS, 
EXCLUDING STIP, THAT THIS ACCOUNTING POLICY BE DISCLOSED IN THE FOOT- 
NOTES TO THE FINANCIAL STATEMENTS AND THE POLICY FOR PREMIUMS AND 
DISCOUNTS SHOULD BE DISCLOSED. 


We concur. 

RECOMMENDATION, Page 15 
SINCE THE STIP CLERK HAS FEW CHECKS ON THE RECORDS AND CALCULATIONS 
THESE RECONCILIATIONS SHOULD BE FORMALIZED, MAINTAINED AND REVIEWED 
PERIODICALLY BY AN INVESTMENT DIVISION ACCOUNTANT. 
We concur. 
AS RECOMMENDED IN LAST YEAR'S REPORT, WE AGAIN RECOMMEND THAT THE INVEST- 
MENT DIVISION REQUIRE THE DATA PROCESSING CAPABILITIES TO PERFORM THIS 


WORK. 


We concur. Work will commence this fiscal year on a data processing 


system. 
Sincerely, 
a W/, Jn 
Out boul 
ames R. weth 


Investment Officer 


bok O Oca 


Jack C. Crosser 
Director, Department of Administration 
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